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The facts in this case are practically without dis-

pute and are largely admitted by stipulation.

THE PACTS.

The bankrupt entered into a contract to construct

a road in Alameda County, known as the Redwood

Canyon Road. The appellee executed two bonds to

the County of Alameda, the first, guaranteeing the

performance of the contract, and the second, guaran-

teeing the payment of work and labor and for sup-

plies used on or consumed in the performance of the

contract.



The bankrupt was unable to complete the contract

and failed to pay many creditors who had supplied

labor and materials to the job.

On September 25, 1929, the appellee undertook to

complete the job and did so on November 12, 1929.

(R. 45 and 85.) In completing the job, however, the

appellee did so on behalf of, as agent of and in the

name of the bankrupt, the notice of the completion

ran to the bankrupt (R. 85), and the checks in pay-

ment w^ere payable to the order of the appellee as

assignee of the bankrupt under an assignment dated

October 17, 1929. (R. 77.) Bankruptcy took place

on October 8, 1929. (R. 23.)

The appellee received on account of the completion

of the job the following sums:

From the bankrupt on September 25,

1929 (R. 23.) $ 1,093.40

From the County of Alameda on October

22, 1929, as a progress payment due the

bankrupt for work done prior to Octo-

ber 2, 1929 (R. 23) 6,327.77

From the County of Alameda on Decem-

ber 24, 1929, as progress payments for

work done by appellee in the name of

the bankrupt and as retained percent-

ages on work done by the bankrupt as

well as by appellee (R. 23) 16,438.58

Total $23,859.75



In accounting for these sums the appellee has of-

fered in evidence its Exhibit No. 8, as of March 15,

1933, which shows disbursements allegedly on account

of the job totaling $23,942.61

Or a deficit of 82.86

Only $7202.25 of the total sum of $23,942.61 was

expended by appellee for work, labor and materials

used in comi^leting the job under the contract.

The facts concerning the detail of the disburse-

ments set forth in said Exhibit No. 8 are analyzed in

a stipulation of facts filed before the Referee at the

hearing herein and will be considered later. (R. 23-

45.)

iVppellee claims the whole of the money in question,

and bases its contention on three grounds:

1. The assignment contained in an application

for bonds dated June 11, 1929 (R. 13-21)
;

2. The assignment dated October 17, 1929 (R.

- 77);

3. Its right to be subrogated to the rights of

the County of Alameda and to the rights of cer-

tain creditors in said money.

At the first hearing before the Referee the appellee

objected to the jurisdiction of the Referee to proceed-

ing in a summary manner to dispose of the fund in

question. The Referee sustained the objection on the

ground that title to the fund passed to the appellee

under the assignment of June 11, 1929. The Referee

was sustained by the District Judge. On appeal to



this Court the District Judge and the Referee were

reversed, this Court holding that no rights could be

predicated on the said assignment, and the Referee

was directed to proceed in a summary manner to de-

termine the rights of the parties in and to the fund.

Street v. Pacific Indemnity, 61 Fed. (2) 106.

After a hearing the Referee again decided for ap-

pellee. He again held that the assignment of June

11, 1929, was valid and, in addition, held that imder

the equitable doctrine of subrogation the appellee was

entitled to the fund. (R. 46-72.) The District Judge

sustained the Referee and this appeal was taken. (R.

75.)

SPECIFICATION OF ERRORS.

Appellant specifies the following errors in the de-

cision of the Referee and District Judge

:

1. The Court erred in holding that the as-

signment of June 11, 1929, was valid.

2. The Coui't erred in holding that the ap-

pellee was entitled to the fund in question by

reason of the equitable doctrine of subrogation.

3. The Court erred in holding that the pay-

ment of $1093.40 to appellee by the bankrupt on

September 25, 1929, was not a preference.

4. The Court erred in deciding that payments

by the appellee for expenses of its executive em-

ployees, for the rental of capital equipment and

for insurance were proper charges against the

fimd.



ARGUMENT.

I.

THE ASSIGNMENT OF JUNE 11, 1929. (R. 13-21.)

This assigmiient was practically held to be of no

effect by this Circuit Court of Appeals on a prior

appeal in this case from a decision of the Referee

and the District Judge on a jurisdictional point, as

will be seen from the following quotation:

"The conduct of the parties prior to the filing

of the petition is revealed by the following testi-

mony of the bankrupt:

'The estimate of October 2, 1929, had not

been paid. I never received the money for the

work represented by the estimate of October
2d, 1929. Prior to that estimate I have drawn
the money from the County of Alameda when-
ever it became due and placed in my own bank
accomit and used it for my own purposes.

'

"On the day the petition was tiled, there was
due on the contract the sum of $6,327.07, which
was later paid to appellee. As to this sum the

Bankruptcy Court obtained constructive posses-

sion, unless the assigmnent contained in the ap-

plication for the bond was sufficient to inmiedi-

ately transfer ownership thereof to the assignee,

appellee.

"In a recent case. In re Borolx, 50 F. (2d) 75,

the Circuit Court of Appeals for the Second Cir-

cuit dealt with a similar case involving an as-

signment of book accounts. Circuit Judge Swan,
speaking for the Court, there said

:

" 'It is argued by the trustee that, despite

the assignment, all accounts outstanding on the

date of the petition remained in the "posses-



sion'' of the bankrupt and so fall within the

doctrine of property in custodia legis, as to

which the bankruptcy court has summary
power. One camiot speak of "possession" of

a chose in action in the same sense as of tan-

(^•ibles; but if such terminology is to be used it

would seem that the bankrupt was as much in

''possession" of the assigned accounts as he

could be of any chose in action. He had the

right to collect from the debtors and to use the

proceeds as he saw fit. The debtors had received

no notification of the assigmnent; and Mayer-

son, though the agreement declared him to be

irrevocably constituted the assignor's attorney

for collection, was not to use this power unless

the assignor was in default under the agree-

ment, and there is no suggestion that default

had occurred prior to the filing of the petition.

Under such circumstances we believe that the

bankruptcy court has power to determine sum-

marily the respective rights of the trustee and
the assignee in respect to the assigned accounts

outstanding at the date of the petition.

'

''Appellee seeks to distinguish In re Borok,

supra, on the ground that the assigmnent in that

case was given to secure the pajanent of a note.

We think it is clear from a reading of the appli-

cation for the bond, in the case at bar, that the

assignment herein relied on by appellee was like-

wise primarily for security, since only upon cer-

tain conditions, constituting defaults under the

contract, was the assignment to be 'in effect from
the date hereof. No notice of the assignment was
given to the County of Alameda prior to the peti-

tion and it is clear that the County was holding



this sum for the account of the bankrupt at the

time the petition was filed. The assignment 'being

for security, and having taken no steps to realize

on that security or to reduce it to possession prior

to the filing of the petition, the appellee cannot

thereafter secure payment of its debt by taking

possession of the security.'^

Street v. Pacific Indemnity Co., 61 Fed. (2d)

106.

On the hearing in the matter now under considera-

tion the identical evidence referred to and quoted in

the foregoing citation was again before the Referee

and the District Judge. The Referee again held the

assignment of June 11, 1929, to be valid (R. 51) and

the District Judge confirmed the holding. We shall

consider the Referee's holding more fully at a later

point in this brief but we are confident that the fore-

going citation establishes the law in the case.

II.

THE ASSIGNMENT OF OCTOBER 17, 1929. (R. 77.)

This assignment was subsequent to bankruptc}' and

no rights can be predicated on it. No citation of au-

thority is necessary in support of this contention.

However, this assignment becomes important from

an evidentiary standpoint. It shows the intentions of

the bankrupt and the appellee.

Any rights which the appellee had under the assign-

ment of June 11, 1929, and under the equitable doc-
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trine of subrogation became fixed upon the filing of

the petition in bankruptcy. If the appellee believed it

had any rights under either theory it would not have

taken the assignment of October 17, 1929.

Appellee asserted no rights under its prior assign-

ment or under the equitable doctrine of subrogation

until this proceeding was instituted. Both of these

theories of appellee are obviously afterthoughts as

the following analysis of the facts will show

:

On September 20 or 22, 1929, the bankrupt sus-

pended operations (R. 91) ; on September 25, 1929,

the appellee took over the job (R. 91) ; on October 17,

1929, the assignment now under consideration was

executed, it is in evidence as '^ Trustee's Exhibit No.

1", as of April 9, 1931, and reads as follows:

**To the Board of Supervisors of the County of

Alameda, State of California

Gentlemen

:

You are hereby notified that by this means I

hereby assign to the Pacific Indenuiity Company,

a corporation, all moneys due to me under and

upon the last estimate made on what is commonly
known as the Redwood Canyon job, under the

terms of that certain contract now held by me
with the County of Alameda for the construction

of the Redwood Canyon Road.

Dated, October 17th, 1921.

J.F.Collins.''

(R. 77.)

On October 22, 1929, appellee addressed to the Board

of Supervisors of Alameda Coimty the following

letter

:



''Board of Supervisors, Alameda County:

County Auditor, Alameda County

:

County Treasurer, Alameda County

:

Re : Claim 1000 Bond 37021 Principal J. F. Collins

Obligee County of Alameda—Contract for

Improvement of Hayward—Redwood Canyon

Road, being known as County Road #7355,

Southerly from the Westerly end of the Pine-

hurst Road, all in Eden Road District, Eden
Township, Alameda County.

We, the undersigned, agree to save you harm-

less from any pecuniary loss by reason of honor-

ing the assigmnent of J. F. Collins to the Pacific

Indemnity Company, executed and duly acknotvl-

edged before a Notary Piihlic and filed with you

under date of October 17th, 1929, in connection

with the above captioned contract.

Pacific Indemnity Company,

(Seal) ByR. C.Clark,

Attorney-in-Fact. '

'

Trustee's Exhibit No. 3, as of April 9, 1931.

(R. 78.) (Emphasis ours.)

And thereupon, on October 22, 1929, the Board of

SuiDer^dsors of Alameda County passed the following

resolution

:

"Resolution: Whereas, the Pacific Indemnity

Company, a corporation, has filed with this Board
of Supervisors an assignment to said Pacific In-

demnity Company executed by J. F. Collins dated

October 17th, 1929, of all moneys due said J. F.

Collins under and upon the last estimate of

moneys due said J. F. Collins under and by virtue

of his contract wdth the County of Alameda for

the construction of the Redwood Canyon Road.
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''Now, Therefore, Be It Resolved that said as-

signment be and the same is hereby accepted and

the County Auditor be and he is hereby authorized

and directed to issue his warrant for any and all

money due and payable to said J. F. Collins under

and by virtue of the aforesaid contract as shown
by said estimate in favor of said Pacific Indemnity

Company, a corporation, as the assignee of said

J. F. Collins." (Emphasis ours.)

Trustee's Exhibit No. 2 as of April 9, 1931.

(R. 77.)

Prior to October 22, 1929, the bankrupt had always

collected the money due under the contract (R. 78)

;

after that date ai)pellee collected as assignee of the

bankrupt.

It is at once apparent that appellant, at all times

prior to this proceeding, based its rights on the assign-

ment of October 17, 1931, and any money which it

received was received by virtue of this void assigmnent

and the subsequent resolution of the Board of Super-

visors.

III.

THE RIGHTS OF APPELLEE BASED UPON THE EQUITABLE
DOCTRINE OF SUBROGATION.

Appellee's rights under this heading flow from the

two bonds executed by it, i. e., the faithful perform-

ance bond and the bond in favor of the laborers and

materiahnen.



11

The faithful performance bond.

(1) Under the first, bond, i. e., the faithful per-

formance bond, the appellee is subrogated to the

rights of the County of Alameda in and to the moneys

in the county's possession. With this doctrine we are

in accord.

What are the rights of the county in and to this

fund?

To reimburse itself for any loss on account of the

contractor's failure to complete the job. The appellee

in this case has the same right and we cheerfully con-

cede it, but we must be careful to distinguish between

the money expended by the appellee under its faith-

ful performance bond for the purpose of completing

the job and the money expended by the appellee under

its labor and material bond.

The written stipulation as to certain facts dis-

closes the items necessarily expended in the comple-

tion of the job, viz.

:

Paragraph (2) (Stipulation as to the facts)....$.3399.85

Paragraph (3)
" '' '' '' '' .... 269.13

Paragraph (4)
'' una u

3360.91

(R. 35-37.)

Paragraph (8), (b), (d) " " '' '' .... 143.74

Paragraph (9)
a u a u

28.62

(R.41.)

Total $7202.25

We concede that appellee. Pacific Indemnity Com-
pany, has a preferred claim against the total fund of
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$23,859.75 for the sum of $7202.35, the same to be

paid by the trustee in the due course of the ad-

ministration of the estate, but it is entitled to no

greater sum.

Indeed, if there be any doubt on this point, we

have but to look to the terms of the contract between

the bankrupt and the County of Alameda pursuant to

which the bond in question was written.

Paragraph 5 of this contract, admitted in evidence

as ''R. No. 1, 4/9/31; B. J. W., R." reads as fol-

lows:

"5. That the said second party further agrees

that if the work to be done under the contract

and agreement shall be abandoned, or if this con-

tract shall be assigned by the second party, or if

at any time the agent authorized to superintend

said work shall be of the opinion, and shall so

certify in writing to the said first party that the

said work or any part thereof is umiecessarily

or unreasonably delayed, or that the said second

party is wilfully violating any of the conditions

or covenants of this contract, or is executing this

contract in bad faith, the said first party shall

have the power to notify the said second party

to discontinue all work or any part thereof under

this contract, and thereupon the said second party

shall cease to continue said work or such part

thereof as said first party may designate, and

the said first party shall thereupon have the

power to place such and so many persons, and to

obtain by contract, purchase or hire, such ani-

mals, carts, wagons, implements, tools, material

or materials, by contract or otherwise, as said

first party may deem advisable, to work at or to
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be used to complete the work herein described,

or such part thereof as the agent authorized to

superintend the same may be necessary, and to

use such material as they may find upon the line

of said work and to charge the expense of such

labor and materials, animals, carts, wagons, im-

plements and tools to the second party, and the

expense so charged shall be deducted and paid

by the first party out of such moneys as may be

either due or may at any time thereafter become
due to said second party imder and by virtue of

this contract or any part thereof.

'"'In case such expense is less than the siini

ivhich tvoiiUl have been payable under this con-

tract, if the same had been completed by the said

second party, the said second party shall be en-

titled to receive the difference, and in case such

expense shall exceed the last said amount, then

said second party or his bondsmen shall pay the

amomit of such excess to the first party on notice

from the said first party of the excess so due."

(Emphasis ours.)

To hold otherwise would be to award the surety

more than it has paid on account of its principal.

"A surety cannot in any event recover from
the principal more than he has paid for his ac-

count. It is the amount of payment and not the

amount "of the debt extinguished which fixes the

measure of recovery. 'If the surety discharges

the debt of his principal in whole or in part for

any sum less than the full amount of the smn he

so discharges, he can, in the absence of an express

contract, recover from his principal only the

amount actually paid by him. The implied con-

tract in such case is that the surety shall be in-
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clemnified only, and he will not be allowed to

speculate out of his principal.'
"

Mathews v. Hall, 21 W. Va. 510;

Steams on Suretyship, p. 512.

The labor and material bond.

(2) Under the second bond, i. e., the laborers'

and materialmen's bond, the appellee is subrogated

to the rights of the creditors whose claims it has paid,

in and to the funds in the hands of the County of

Alameda and payable to the bankrupt under the con-

tract in question.

The question then arises:

What were the rights of the creditors, whose claims

have been paid by the appellee in and to the fund

held by the County of Alameda for the account of the

bankrupt 1

The bond in question was given pursuant to the

provisions of the Act of May 10, 1919 (1919 Statutes,

p. 487, as amended 1925 Statutes, p. 538 and 1927

Statutes, p. 282; 3 Deering's General Laws, 1931, Act

6423) :

"Actions against the state, public board, com-

mission, or officer thereof, or the political sub-

division of the state, or the disbursing officer

whose duty it is to make payments under the

provisions of the contract for the public improve-

ment in question, brought by any claimant who
has filed claim under this act, or his assign, shall

be goA^erned by the provisions of section one thou-

sand one hundred eighty-four, one thousand one

hundrcnl eighty-four a, one thousand one hundred

eighty-four b, and one thousand one hundred
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eighty-four c of the Code of Civil Procedure and

the verified notice provided for in the said sec-

tions shall be equivalent for all purposes to the

verified claim provided for herein. * * *

''Suit against the surety or sureties on the

bond of the contractor required under section

one hereof, may be brought by any claimant, or

his assign, at any time after the claimant has

ceased to perform labor or furnish material or

both and until the expiration of six months after

the period in tvhich the verified claims may be

filed as provided herein. The filing of a verified

claim shall not be a condition precedent to the

maintenance of such action against the surety

or sureties on the bond and an action on such

bond may be maintained separately from and

without the filing of an action against the board,

commission, officer or other body by whom such

contract was awarded, and upon the trial of any

such action, the court shall award to the pre-

vailing party a reasonable attorney's fee, to be

taxed as costs, and to be included in the judg-

ment therein rendered."

Under Section 2 of this act two remedies are avail-

able to creditors claiming under the act.

One remedy is to file a withhold notice and proceed

by suit against the coimty or other municipal division

as in the case of a mechanic's lien. Some of the credi-

tors in the instant case started to follow this procedure

but they went no further than filing their claims—no

suits were ever instituted to enforce the rights of these

claimants in and to the fund held for their security,

and therefore these claimants having no rights in the
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fmul, the appellee as surety obtains nothing by being

subrogated to their rights.

The other remedy is by suit directly against the

surety on the bond. No withhold notice is required

and the claimant has no claim against the fund and

therefore the appellee as surety obtains no rights in

the fmid by reason of the pajTiient of the claims so

sued upon.

The Supreme Court of California has passed upon

these points in the case of

Adamson v. Paonessa, 180 Cal. 157, 167,

and sustained our contention in the following lan-

guage:

''The contention of the Surety Company that

the judgment is erroneous and that it is entitled

to the bonds, or at least to sufficient thereof to

reimburse itself for the amounts which it paid to

materialmen and laborers, is twofold.

'

' The first ground advanced is that by virtue of

its payments as surety for Paonessa of the clauns

against him for materials and labor furnished, it

acquired by subrogation an equitable lien upon
any moneys or bonds due under the contract in

payment for the work superior to any assignment

or other disposition which Paonessa might have

made. There is no doubt but that the payment by
the Surety Company pursuant to its obligations

as surety would work a subrogation in its favor

of any rights tvhich the claimants had tvhose

claims were paid. It is equally clear that the sub-

rogation tVOUld GIVE NO FURTHER RIGHTS THAN THIS.

What rights, therefore, had. these materialmen and

laborers against the moneys or bonds that ivere
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clue under the contract on the completion of the

work? If they had none, and if their rights were

limited to a personal recovery against Paonessa

and to a recovery upon the bond given by the

Surety Company, it is clear that there tvas nothing

upon which the subrogation could work. Such we

believe to be the case under the 'Improvement Act

of 1911', under tvhich the work was done.

"The only provision in the act of 1911 provid-

ing security to materiahnen and laborers for the

payment of their claims is section 19. This section

requires that every contractor to whom a contract

is awarded under the act must file with the super-

intendent of streets a good and sufficient bond

inuring to the benefit of any and all persons per-

forming labor on or furnishing materials used in

the work or improvement. There is no provision

which gives such claimants any right or lien,

equitable or otherwise, upon money or bonds

coming to the contractor. In particular, there is

no provision in the act authorizing or permitting

the retention by the municipality, or by the own-

ers whose lands are assessed, of anything which

may be due the contractor in order to pay the

claims of materiahnen or laborers, or that may
be due the contractor. We are constrained to

believe that it was the intention of the statute that

parties furnishing materials or labor to a con-

tractor doing work mider a contract let in accor-

dance with this act, must look solely to the con-

tractor's personal responsibility and to the bond

which the statute requires him to furnish * * *

''Right here also lies the difference betiveen the

present case and the line of authorities cited by

appellant's counsel, beginning tvith Prairie State
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Nat. Bank r. United States, 164 U. S. 227 (41 L.

Ed. 412, 17 Sup. Ct. Rep. 142). In those decisions

the facts are essentially the same as in this, with

the exception that either by statute or by the

contract itself, a fund was in effect reserved for

the benefit of materialmen and laborers whom the

contractor might fail to pay. In other words, the

materialmen and laborers had a right as against a

certain fund in adition to any recovery against

the contractor or his surety. Under such circum-

stances if the surety paid their claims he tvould he

snihrogated to their rights against such fund. Such,

however, is not the case here, as there is no fund
against ivhich the materialmen and laborers have

a right.'

^

Adamson v. Paonessa, supra.

Appellee may claim that it is at least entitled to the

money represented by the withhold notices filed by

some of the creditors whose claims it paid. But when

these creditors (or their assignee) failed to bring suit

to enforce their claims on the fund they lost their

rights in the money.

Such is the ruling of the Circuit Court of Appeals,

Ninth Circuit, in the recent case of

American Surety Co. v. City of Santa Barbara,

56 Fed. (2) 769, 771, 772 (certiorari denied

October 10, 1932).

The pertinent portions of the opinion in the case

last cited follow:

''At the outset it should be noted that the ap-

]iellant relies for recovery upon the principle

enunciated by the Supreme Court in Prairie State
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Natl. Bank v. U. S., 164 U. S. 227, 17 S. Ct. 142,

41 L. Ed. 412, wherein it was held that a surety

upon a .s^overnment building contract, having com-

pleted the work on behalf of the defaulting con-

tractor, was entitled to be subrogated to the right

of the government in a 10 per cent, deferred pay-

ment which the building contract provided that

the government would retain until the completion

of the entire work and which it would have the

right to forfeit if the contractor failed to fulfill

his contract, which, among other things, required

that he pay for all labor and materials used by it.

The suret.y not only having finished the work, but

also having paid labor and material bills of the

contractor, was entitled by subrogation to the 10

per cent, payment withheld by the government as

against an assignee of the contractor. This case

and others cited by appellant are predicated upon

the theory that the final payment retained by the

owner in a building contract is to secure the faith-

ful performance of the contract, and that the

surety who was compelled to perform the work,

or pay the claims of labor and material, on behalf

of the contractor in compliance with his obligation

to the owner, is entitled to be subrogated to the

owner's rights in this fund intended as security

to the owner for the performance of the obliga-

tion which has been assumed by the surety. See

Hennhufsen v. U. S. Fid. & G. Co., 208 U. S. 404,

28 S. Ct. 389, 52 L. Ed. 547 ; Riverview State Bank
V. Wentz (C. C. A.) 34 F. (2d) 419; Exch. St.

Bk. V. Federal Surety Co. (C. C. A.) 28 F. (2d)

485; Puget Sound St. Bk. v. Gallucci, 82 Wash.

445, 144 P. 698, Ann. Cas. 1916A, 767; Wasco
County V. New England Equitable Ins. Co., 88

Or. 465, 172 P. 126, L. R. A. 1918D, 832, Ann.
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Cas. 1918E, 656; Duncan v. Guillet, 62 Colo. 220,

161 P. 299; Labbe v. Bernard, 196 Mass. 553, 82

N. E. 688, 14 L. R. A. (N. S.) 457; Road Commis-
sioners V. Southern Surety Co., 216 Mich. 528, 185

N. W. 755; Hackensack Brick Co. v. Bo^^ota, 86

N. J. Eq. 142, 97 A. 725; State ex rel. Southern

Surety Co. v. Schlesinger, 114 Ohio St. 323, 151

N. E. 177, 45 A. L. R. 371.

"In most of these cases the surety had com-

pleted the work agreed to be done by his principal,

but in the case of Wasco County v. New England
Equitable Ins. Co., supra, it is held that the surety

who had i3aid the claims of laborers and material-

men incurred by his principal in a building con-

tract with a county was entitled to subrogation to

the rights of the county in the contract price still

unpaid.

"The principle enunciated in the foregoing

cases is the right of a surety on a building con-

tract to be subrogated to the rights of the owner
in a fund retained by him under the terms of

the contract as security for its performance and

for the payment of labor and material used in

such building. The appellees contend that there

is no room for the application of this principle to

the facts in the case at bar for the reason, among
others, that there is no right upon the part of the

city authorities to withhold from the contractor

any payment, assessments, or bonds or anything

of value to secure the payment of laborers and

materialmen who have performed work upon the

streets of the city which are being improved in

accordance with the statute, and the proceed-

ings and contract undertaken in compliance there-

with. The Supreme Court of California has held
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in Los Angeles Rock & Gravel Co. v. Coast Const.

Co., 185 Cal. 586, 197 P. 941, that there is no

such right to retain the warrant or bonds, and,

consequently, no right of subrogation.

*'Tlie question as to the rights of a surety upon

a contract for street improvement is not a new
one in California. In Adamson v. Paonessa, 180

Cal. 157, 179 P. 880, it was held that, under the

Street Improvement Act of 1911, Stats. 1911, p.

730, the surety upon a bond given for the pay-

ment of labor and material, as required by sec-

tion 19 of that act, who had been compelled to

make payment of claims for labor and material,

was not entitled by subrogation to an interest

in street improvement bonds and money derived

from the contract for the reason that the statute

gave such claimants no interest in or to that

fund. Since that time the statute was amended

to give the laborers and materialmen a lien upon

said assessments and bonds, as more fully shown

in section 19 of the act of 1919 set out in the

note. Appellant's contention is largely based

upon the effect of this amendment giving the

materialmen and laborers a lien on the assess-

ments and bonds, and the consequent claim that

it is entitled to be subrogated to the rights therein

of the materialmen and laborers whose claims it

has paid.

''There is no contention advanced here that the

appellant has acquired any right other than by

subrogation either to the rights of the city or

to the rights of the laboring men and material-

men Avhose claims it has paid. The principle of

the case of Adamson v. Paonessa, 180 Cal. 157,
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179 P. 880, supra, is no longer applicable to the

situation here involved by reason of the amend-

ment of 1919 to section 19, supra, but it is clear

that, if the appellant surety has any right supe-

rior to that of an assignee in the bonds and

assessments resulting from performance of the

work, it is because of such amendment. The

laborers and materialmen filed their verified

claims with the superintendent of streets in ac-

cordance with the provisions of section 19 of

the Street Improvement Act of 1911, as amended

in 1919, thus preserving a lien against the assess-

ment and bonds to be issued to represent the

same. Within 90 days after filing such claim the

laborers or materialmen were authorized to com-

mence action to enforce the lien or, at their elec-

tion, to bring an action against the surety upon

the bond for the payment of laborers and mate-

rialmen. It is clear, we think, under well-estab-

lished principles with reference to mechanics'

liens, that the lien of the laborers and material-

men given by section 19 of the Street Imj^rove-

ment Act, supra, terminates at the end of 90 days,

unless an action is brought for the enforcement

of the lien as therein provided. If the surety,

during the 90-day jDeriod, had paid the claims

rather than await the election of the claimants

as to whether they would bring suit to enforce

their lien or suit to recover from the surety, it

cannot be doubted, we think, that the surety would

be subrogated to their lien upon the assessments

and could have proceeded in their name or in its

own for the enforcement of their rights to tvhich

by its payment it had been subrogated. The
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surety, however, waited for nearly two years be-

fore paying the obligations it had become surety

for and until long- after the rights of the claim-

ants to subject the assessments to their lien had
expired. This delay is fatal to the claim of the

appellant.

**Whatever rights the appellant might have

secured in and to the bonds and assessments by
reason of the prompt payment of the lien claim-

ants has been lost by its delay beyond the period

which required action upon the part of the claim

ants to perfect and continue their lien."

American Surety Co. v. City of Santa Barbara,

supra.

The case just cited disposes of appellee's conten-

tion that it is entitled to any portion of the following

items set forth in the stipulation as to certain facts:

Paragraph 1 (Stipulation as to Facts) $14,380.37

Paragraph 3 (Stipulation as to Facts) 170.75

Paragraph 4 (Stipulation as to Facts) 475.50

Paragraph 9 (Stipulation as to Facts) 28.62

Total $15,055.24

(R. 33, 34, 36, 37, 41.)

Each of the items of expense referred to were ex-

pended in purchasing the claims of creditors of the

bankrupt. None of these claims were ever a proper

charge against the fund held by the County of Ala-

meda for the account of the bankrupt and which was

subsequent to bankruptcy, assigned by the bankrupt

and paid to appellee.



24

lY.

ITEMS OF EXPENSE INCURRED FOR THE EXPENSES OF
SURETY COMPANY EXECUTIVES, USE OF CAPITAL EQUIP-

MENT AND INSURANCE CANNOT BE CONSIDERED AS
CHARGES FOR WORK, LABOR, MATERIAL OR SUPPLIES
USED OR CONSUMED ON THE JOB.

(a) The expense items incurred by Messrs. Anderson and Hall.

(R. 36-40.)

In paragraphs 5 and 6 of the stipulation as to cer-

tain facts the appellee attempts to charge the fund

with the travel and living expenses of two attaches of

its claims department. These men were regularly em-

ployed in Los Angeles by the appellee. They were

sent to Oakland to look after the interests of ap-

pellee when it became apparent that the bankrupt

was in difficulty.

Anderson was an attorney. His claim totals

$175.22. His primary business was to protect ap-

pellee, and if anyone else derived any benefit from

his service such benefit was only incidental. It is

submitted that he performed no work or labor that

contributed to the completion of the job.

Hall's case is similar except that he is an engineer

and was appellee's superintendent on the job. But

by what stretch of the imagination can the living and

traveling expenses of a superintendent be a charge

against the job? A claim for his salary would be bad

enough, however, no claim for salary is involved, but

a bill for $866.49 for travel and li^dng expenses for

a period of six or seven weeks cannot be supported.

The appellee maintained a camp on the job which
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was charged to the job but the engineer had to live at

the Hotel Leamington in Oakland.

We submit that not only are these charges not

allowable but that they are unreasonable.

(b) "Voucher No. 1078 Pacific Indemnity Co. $216.98." (Stipu-

lation, paragraph 7.) (R. 40.)

This item is in the nature of a rental charge by

appellee for the use of a Pontiac Automobile which

belonged to the appellee, Pacific Indemnity Company.

It does not ajDpear how or in what manner it was

used on the job, neither does the reasonableness of

the charge appear. It does aj^pear, however, that it

was part of the capital equipment of the contractor

(in this case the surety company) and no claim can be

predicated upon its use.

"Appellee surety company well suggests that

not everything that is furnished to a contractor

who is engaged in the construction of a highway

can be the basis of a claim under his bond * * *

It has been generally held that equipment sold

to a contractor, even though it be used in the

construction of the equipment, is not such ma-
terial as comes within the meaning of the bond
and statute, nor are repair parts for equipment
and repair work thereon such material or labor

as comes within the contemplation of the bond.

Such equipment necessarily is a part of the

capital of the contractor, by the use of which he

performs the work, not only on the improvement
then in hand, but as well the work on other im-

provements both theretofore and thereafter."

Montgomery v. Southern Surety Co., 162 N. E.

31 (Ind.).
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'' 'In order to create liability on the part of

the surety for the purchase price of tools and

appliances under these contract bonds, at least the

following elements we think must be present:

First, the tool or appliance must be purchased

specifically and i)articularly for use in the per-

formance of the particular contract; second, the

use of such tool or appliance must be at least

proper, if not reasonably necessary, in connec-

tion with and about the carrying out of the con-

tract; third, the tool or appliance must be used

in or about the performance of the contract;

fourth, the tool or appliance must he such that it

is reasonably to he expected in the natural course

of events that its normal life for the purpose for

which it teas designed will he practically con-

sumed hy its use in and ahout the performance

of the contract, and in this connection the facts

of each particular case must be taken into con-

sideration.'
"

A. L. Young Machinery Co. v. Cupps, 213 Cal.

210.

(c) Insurance items. (Stipulation, paragraphs 8 (a), (c).)

(R. 40, 41.)

The items objected to were expended for public lia-

bility and proport}^ damage insurance covering trucks

used on the job. The money was not expended for

work, labor, material or supplies used or consumed on

the job. The money was expended solely for the pro-

tection of the appellee, and is not a proper charge

against the fimd.
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(d) "Voucher No. 1078, Cornel Tractor Co. $325.00." (Stipu-

lation, paragraph 10.) (R. 42.)

This item of expenditure was for the i^urchase of

capital equipment, a "bulldozer". It was not con-

siuned on the job. It was given to the bankrupt by

appellee upon the conclusion of the work and sold by

him. This item falls in the same class as does the

item set forth in paragraph IV (b) of this brief.

V.

A DISCUSSION OF THE DECISION OF THE REFEREE.

Before considering the legal conclusions arrived at

by the Referee (and concurred in by the District

Judge) we shall consider certain findings of fact made

by the Referee. These findings are obviously in error

and furnish the foundation upon which the Referee

based his erroneous conclusions.

The first erroneous finding is set forth in the Ref-

eree's certificate, R. p. 23, as follows:

"That in carrying out the terms of said con-

tract it completed said contract in the place and
stead of said J. F. Collins, as aforesaid, said

Pacific Indemnity Company expended and dis-

bursed the aggregate sum of $23,942.61."

If the respondent had in fact expended the sum of

$23,942.61 in the completion of the work contracted

to be performed by the bankrupt it would be entitled

to reimbursement. But such is not the fact. It is so

far from being the fact that even counsel for appellee

has never claimed it to be the fact.



28

Appellee's brief before the Referee states the actual

facts concerning the cost of completing the contract.

The following excerpt is from page 2 of said brief:

"The surety received on account of the job a

total of $23,459.75. It expended a total of $23,-

942.61, approximately $7200.00 of which as cost

of completion, and the balance for labor and ma-
terial left unpaid by Collins." (Emphasis ours.)

This statement of counsel is a recapitulation of the

data assembled in appellee's Exhibit 8 in the stipula-

tion as to facts. (R. 33, et seq.)

1. The payment of $1093.04 to appellee within four months of

bankruptcy when the bankrupt was insolvent and appellee

had knowledge of facts pointing- to insolvency created a

preference in favor of appellee.

In the Referee's Certificate (R. 23) the following-

fact is found

:

''That on the 25th day of September, 1929, the

date upon which said Pacific Indemnity Company
received from said J. F. Collins the said smn of

$1,093.04, said Pacific Indemnity Company did

not know that said J. F. Collins was insolvent."

(Emphasis ours.) (R. 23.)

This finding is positively negatived by a stipula-

tion of the parties set forth in the Referee's certifi-

cate (R. 45), which follows:

''That on September 25, 1929, it became known
to Pacific Indemnity Company that Collins was
in financial difficulties and was not going to fin-

ish the contract; that on said 25th day of Sej)-

tember, 1929, Pacific Indemnity Company be-

gan the work on the job, and from then on said
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company furnished the material and labor there-

on; that from said 25th day of September, 1929,

Pacific Indenmit}^ Company paid the bill for such

labor and material." (R. 45.)

The record clearly shows that the bankrupt was

insolvent on September 25, 1929; he has ceased work

two days prior to that time and his schedules show

that he was insolvent. No evidence was introduced to

contradict the evidence contained in the schedules.

(R. 94.) Appellee had knowledge of the financial dis-

tress of the bankrupt when it took the money. Knowl-

edge of insolvency was therefore imputed to appellee.

The payment was therefore preferential.

9 Remington on Bcmkymptcy, sec. 1820.

It is at once obvious that the Referee found contra

the admitted facts. The payment in question is a

voidable preference and the Referee having jurisdic-

tion of the parties can charge and should have charged

appellee with the sum so collected.

In the Referee's certificate (R. 23) is the following

finding or observation:

''That on the 8th day of October, 1929, an in-

voluntary petition was filed against said J. F.

Collins by Jenison Machinery Company, a corpo-

ration, Mueller Bros., a coj)artnership, and Robert
O. Bossinger, and thereafter and on the 26th day
of November, 1930, said J. F. Collins was adjudi-

cated a bankrupt. '

'

The Referee seems to infer that some negligence

or ulterior purpose is the delay. An examination of the

record will disclose the fact that the Marshall was
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finally when process was served the bankrupt was

located in the mountains of Tuolumne County. (R. 94.)

But even if counsel should have been guilty of unneces-

sary delay, there is no show of injury sustained by

appellee. The Referee is not without fault in this

matter—this matter was under submission for nine

months before a decision was rendered, and thereafter

a period of five months elapsed before the certificate on

review was prepared.

The Referee seems to lay some stress on the fact

that no restraining order was issued in this case re-

straining the appellee from completing the work or

collecting the money. It is a sufficient answer to state

(1) that the rights of the parties were fixed by law as

of the date of the filing of the petition; (2) the ap-

pellee was solvent; and (3) the work was completed in

approximately thirty days after the filing of the peti-

tion. An injunction proceeding, under the circum-

stances would have been unnecessary litigation and

would have done more harm than good.

2. The assignment of June 11, 1929, as considered by the

referee.

The e]'ror of the Referee is at once obvious when we

read in his certificate

:

"Unquestionably, under the law, the assignment

as of June 11, 1929, tvas and is valid." (R. 51;

emphasis ours.)

This is the second time that the Referee has so held.

The Circuit Court of Appeals, however, upon a prior
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appeal in this same case held that this same assign-

ment was and is void and of no eifect so far as the

right of appellee in and to the fmid in question is

concerned.

"The assignment [of June 11th, 1929] being

for security, and having taken no steps to rea-

lize on that security or to reduce it to possessions

prior to the filing of the petition, the appellee

(respondent here) cannot thereafter secure pay-

ment of its debt by taking possession of the

security." (Matter in parenthesis ours.)

Street v. Pacific Indemnitij Co., 61 Fed. (2)

106.

This is the law of the case so far as the assignment

in question is concerned.

To make assurance doubly sure let us consider the

case

In re Borok (C. C. A. 2nd), 50 Fed. (2) 75,

upon which the decision in the case of

Street v. Pacific Indemnity Co., supra,

is based.

The case of In re Borok, supra, was concerned, as

is the instant case, with the validity of an assign-

ment made under and surrounded by facts similar

to the facts disclosed in the cited portion of the case

of Street v. Pacific Indemnity Co., supra. The Cir-

cuit Court of Appeals held the assignment to be

void.

"Having found that the bankruptcy court had
jurisdiction to determine claims to the accounts

outstanding on the date of the petition in bank-
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ruptcy, we pass to the validity of the assign-

ment to Mayerson. Under the doctrine of Bene-

dict V. Ratner, 268 U. S. 363, 45 S. Ct. 566, 9 L.

Ed. 991, the assignment was void and ineffective

to create a lien on the accounts receivable. There

is no dispute that the assignor retained com-

plete dominion over them. It is argued that he

was obligated to substitute new accounts for

those collected, but neither the terms of the agree-

ment nor the conduct of the parties bear out

any such contention. It is futile to talk of sub-

stitution where the assignor had agreed to as-

sign, and did assign w^eekly, all newly created

accomits without regard to how much he collected

on those previously assigned. Hence the order

appealed is conect in so far as it requires the

appeUants to turn over to the trustee the un-

collected assigned accounts and to account for

moneys collected' suhsequent to the filing of the

bankritptcy petition/' (Emphasis ours.)

In re Borok, 50 Fed. (2) 75, 77, 78.

The assignment of June 11, 1929, was and is "void

and ineffective" and the Referee was in error when

he held otherwise.

3. The doctrine of subrogation as applied by the referee.

The Referee attempts to apply the doctrine of sub-

rogation in this case.

"Here, then, in the instant proceeding, is one

as to which the law of subrogation applies, and,

inasmuch as 'The law of the state wherein * * *

the contract is made and is to be perfoi-med must
govern in bankruptcy courts' * * *." (R. 51.)
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If the Referee bases this right of subrogation on

the assignment of June 11, 1929, we submit that he is

in error as respondent can base no rights on this

assignment because

''The assignment [of June 11th, 1929] being

for security, and [appellee] having taken no
steps to realize on that security or to reduce it

to possession prior to the filing of the petition,

the appellee cannot thereafter secure payment of

its debt by taking possession of the security."

(Matter in brackets ours.)

Street v. Pacific Indemnity Co,, 61 Fed. (2)

106.

This is the law of the case.

On the other hand, if the Referee bases this right

of subrogation on the principles of equity, we are

in accord with his statement of the doctrine, but re-

spectfully submit that he has fallen into error in

its application.

The general law of California covering subroga-

tion is set forth by the Referee in his certificate on

page 52 of the record and we accept it in principle

and quote the material portion thereof:

''Section 2847 of the Civil Code of the State

of California provides

:

" 'If a surety satisfies the principal ohlic/a-

tion, or any part thereof, whether with or with-

out legal proceedings, the principal is hound to

reimhurse tvhat he has dishursed, including neces-

sary costs and expenses; hut the surety has no
claim for reimbursement against other persons,
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though they may ha^e been benefited by his act,

except as presoibed by the next section/ (Em-
phasis ours.)

''The next section—section 2848 of said Civil

Code—reads as follows:

" *A surety upon satisfying the obligation of

the principal is entitled to enforce every rem-

edy which the creditor then has against the

principal to the extent of reimbursing what he

has expended, and also to require all his co-

sureties to contribute thereto, without regard

to the order of time in which they became

such.' (Emphasis ours.)

"As was said by Kerrigan, J., in Alien v.

Freear, 50 Cal. App. 645, 647

:

" 'When a surety has paid the debt of his

principal he has the right to be subrogated

to the remedies and rights which the creditor

had with whom he has settled. (Civ. Code, sec.

2848, 37 Cyc. 415, 416.)'

"See, also, the opinion of the same learned

judge, speaking for the United States District

Court for the Northern District of California, in

T. H. Mastin & Co. v. Pickering Lumber Co.,

2 F. Supp. 605. He said, 'It is the rule in Cali-

fornia that a surety who pays the debt of his

principal is subrofjated to all the rights and

priorities of the creditor. 23 Cal. Juris. 991

;

Pond V. Daugherty, 6 Cal. App. 686, 92 P. 1035;

Orem v. Wrightson, 51 Md. 34, 34 Am. St. Rep.
286'."

(R. 52.)
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To the foregoing- we would add the following gen-

eral rules governing the right of subrogation:

''The subrogee can work out his rights only

through the creditor, and consequently his rights

are limited by those of the creditor and he can

enforce no rights that the creditor could not

enforce/'

5 Pomeroy's Eq. Juris., 4th Ed., sec. 2349,

page 5198.

"The subrogee is, in general, entitled to stand

in the shoes of the creditor, and to enforce every

right which the creditor could have enforced, so

far as necessary to secure reimbursement or con-

tribiition/'

5 Pomeroy's Eq. Juris., 4th Ed., sec. 2351, page

5203.

We think that it will be at once admitted that a

subrogee is substituted to the rights of the creditor

paid off only to the extent necessary to reimburse the

subrogee for the amount paid. In other words, the

subrogee cannot make a profit out of the transaction.

The following note contained in

5 Pomeroy's Eq. Juris., 4th Ed. page 5203,

note 114,

sustains our contention:

''In all cases, of course, the subrogee can en-

force the rights no further than is necessary for

its own reimbursement. He cannot make a profit

at the expense of the principal."
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Under the faithful performance bond, the appellee

expended approximately $7200.00 for the completion

of the job. It was entitled to look to the fund re-

tained by the County of Alameda for reimbursement,

but under the authorities, it is not entitled to reim-

burse itself out of these funds for other expenses in-

curred on account of its principal under other bonds.

For reimbursement for funds paid to materialmen

respondent must predicate its rights upon the state

law governing subrogation for such payments. The

materiahnen paid by appellee did not perfect their

claim to the fund retained by the County of Alameda

and therefore had no claim on the fund. The ap-

pellee has no greater right. This is settled by a long

line of decisions in this state culminating in the

case of

Adam son v. Paouessa, 180 Cal. 157.

This case was adopted as the law in this Circuit

in the case of

American Surety Co. v. City of Santa Bar-

hara, 56 Fed. (2) 769.

Certiorari was denied by the Supreme Court of

the United States.

In both cases last cited the cases of

Prairie State Natl Bk. v. U. S., 164 U. S.

227; and

Henningsen v. U. S., 208 U. S. 404,

were relied on in support of the contention advanced

here by the Referee and the ai^pellee. The contention

was overruled as must be done in this case.
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SUMMARY.

It is respectfully submitted that appellant is en-

titled to an order directing the appellee, Pacific In-

denniity Company, to turn over to him the sum of

$23,459.75, subject, however, to a lien for the follow-

ing items described in the stipulation as to facts,

to wit

:

Paragraph (2) (R. 35) $3,399.85

Paragraph (3) (R. 36) 269.13

Paragraph (4) (R. 37) 3,360.91

Paragraph (8), (b) (R. 41) 39.00

Paragraph (8), (d) (R. 41) 104.74

Paragraph (9) (R. 41) 28.62

Total $7,202.25

Said lien to be discharged in the course of the bank-

ruptcy proceedings.

Dated, San Francisco,

April 24, 1935.

Clarence A. Linn^

Attorney for Appellant.




